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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HALPERN, Judge: By notice of deficiency (the notice),
respondent determ ned deficiencies in, and accuracy-rel ated

penalties with respect to, petitioners’ Federal incone tax as

follows:?
Penal ty
Year Defi ci ency Sec. 6662(a)
2000 $3, 188, 225 $1, 275, 290
2001 159, 775 31, 955
2002 85, 648 17, 130
2003 4,492 898

By amendnent to answer to anended petition, respondent increased
by $31, 955 and $17,130 the accuracy-rel ated penalties he had
determ ned for 2001 and 2002, respectively, for total section
6662(a) penalties for those years of $63,910 and $34, 260,
respectively. Taking into account both parties’ concessions,?
the only issue for decision is whether petitioners are liable for

t he accuracy-rel ated penalties of $1, 275,290, $63,910, $34, 260,

1Unl ess ot herwi se stated, section references are to the
I nternal Revenue Code in effect for the years in issue and al
Rul e references are to the Tax Court Rules of Practice and
Procedure. W round all ampbunts to the nearest doll ar.

’2In the answer to anended petition, respondent asserted an
i ncreased deficiency and a correspondi ng i ncreased sec. 6662
penalty for 2001, should the Court ultimately disregard
respondent’ s 2000 deficiency determ nation. Petitioners
subsequent|ly conceded the deficiencies for all of the years in
issue. As a result, respondent conceded the increased deficiency
and accuracy-rel ated penalty clains for 2001 asserted in the
answer to anmended petition.
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and $898 for 2000, 2001, 2002, and 2003, respectively (the years
in issue).

FI NDI NGS OF FACT

| nt roducti on

Sonme facts are stipulated and are so found. The stipul ation
of facts, the supplenmental stipulation of facts, the second
suppl enental stipulation of facts, and the third suppl enent al
stipulation of facts, wth acconpanying exhibits, are
i ncorporated herein by this reference.

At the tinme they filed the petition, petitioners lived in
Fl ori da.
Backgr ound

Wl 1liamand Nancy Gustashaw married in 1971. Two years
|ater, M. Qustashaw (sonetines, petitioner?® graduated from
Gannon University with a bachel or of science degree in industrial
managenent. Wiile pursuing his degree, he took various business
managenent courses, including courses in managerial cost
accounting and the principles of accounting.

From 1973 to 1993, petitioner held managenent positions with

vari ous conmpanies in the food and beverage industry. 1In 1994, he

3The accuracy-related penalty at issue arose froma
transaction entered into by M. Qustashaw and reported on
petitioners’ 2000 joint Federal incone tax return. The parties’
argunents, therefore, focus on M. CQGustashaw s eval uation and
reporting of the transaction for Federal inconme tax purposes.
Accordingly, hereafter, when referring to himal one, we sonetines
refer to M. Qustashaw as petitioner.
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entered the pharnmaceutical industry, joining Merck Medco Managed
Care (Merck Medco) as vice president of operations, responsible
for large-scale prescription processing in a mail-order pharnacy,
before being pronoted to vice president and general nmanager
responsi ble for all operations of two of its mail-order
pharmaci es. During his enploy by Merck Medco, he received stock
opti ons.

Petitioner’s Retirenent Pl ans

Petitioner wished to retire at the age of 50. |In 1995, at
t he age of 45, he began to plan for his retirenent. He expected
to exercise the majority of his Merck Medco stock options in
1999, or 2000, and, although he had handl ed al nost all of his and
Ms. Qustashaw s investnent decisions throughout their marriage,
petitioner sought a financial planner to determ ne whether the
stock option exercise would generate enough inconme to fund their
retirenent.

Petitioner and Ms. Gustashaw hired Ral ph Maulorico (M.
Maul orico), a financial planner at New England Financial. In
1996, upon M. Maulorico’s recomendation, petitioner exercised
sone of his stock options, selling the acquired stock and
i nvesting the proceeds in nmutual funds.

For all years during their marriage, until 2000, M.
Gust ashaw prepared petitioners’ joint Federal incone tax returns.

In 1997, however, petitioners decided to hire a tax accountant
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(initially, only to review petitioners’ returns, which M.

Gust ashaw woul d continue to prepare). M. Maulorico recomended
his college friend, Wlliam Gable (M. Gable). M. Gable is an
enrol |l ed agent and an accountant, although not a certified public
accountant. He owns an accounting practice in Florida and

recei ved both an undergraduate and a nmaster’s degree in
accounting, the latter with a specialty in taxation, at LaCrosse
Uni versity. M. Gable reviewed petitioners’ self-prepared joint
returns for 1997-99 before they filed them

The CARDS Tr ansacti on

In 1999, Merck Medco underwent a reorgani zation and offered
petitioner the option to retire early. He accepted and retired
that same year. In 2000, petitioner exercised his renaining
Merck Medco stock options and sold the acquired stock, generating
$8, 077,376 of incone.

That sanme year, M. Maulorico |earned of the Custom
Adj ust abl e Rate Debt (sonetinmes, Custom Adjustabl e Rate Debt
Structure; hereafter, w thout distinction, CARDS) transaction
froma coll eague and suggested it to petitioner as a possible
i nvest ment opportunity because of what he thought to be both its
profit potential and its ability to shelter the 2000 stock option

exerci se incone. Chenery Associates, Inc. (Chenery), pronoted
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and arranged the CARDS transaction. Petitioner consulted with
Roy Hahn (M. Hahn), a certified public accountant and the
founder of Chenery, to |earn nore about the transaction.

The transaction works as follows.* A newly forned Del anare
limted liability conpany (L.L.C. ), owned 100 percent by
nonresident alien individuals, enters into a credit agreenent
wi th a European financial institution (bank) under which the bank
extends to the L.L.C. a loan for a termof 30 years with interest
paynments (but not principal paynents) due, generally, annually.
The | oan may be denominated in either U S. or European currency
(i.e., dollars or euro). The interest rate is set at the London
I nterbank Ofered Rate (LIBOR) plus 50 basis points for the first
interest period and reset annually. The bank deposits the |oan
proceeds directly into the L.L.C 's account at the bank.

The L.L.C. invests 85 percent of the deposited proceeds in
Gover nnment bonds and uses the remaining 15 percent to nmake a
short-termtine deposit, all of which the L.L.C pledges as

collateral for the loan. To withdraw the | oan proceeds, the

“We provide only a summary description of the CARDS
transaction herein because it is virtually identical to the
transaction nore fully described in Kerman v. Conmm ssioner, T.C
Menmo. 2011-54.
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L.L.C. nust provide substitute collateral, which it could do, at
t he bank’s discretion,® at each annual interest reset date.

| f the bank chooses not to nmaintain the |oan for the
upcom ng interest period, its rejection constitutes delivery to
the L.L.C. of a “Mandatory Prepaynent Election Notice”, which
requi res repaynment of the loan at the end of the current interest
period. The L.L.C. may repay the loan at any tinme after the
first year.

Upon the short-termtine deposit’s maturity, the L.L.C. and
t he taxpayer involved (the taxpayer) enter into an agreenent
whereby the L.L.C. transfers the deposit’s proceeds, representing
15 percent of the entire |oan anobunt, to the taxpayer in exchange
for his assunption of joint and several liability for the
L.L.C.'s obligations to the bank, including repaynent of the
entire loan. The L.L.C. and the taxpayer agree that, as between
them the taxpayer woul d repay the unpaid principal anpbunt® of
the loan at maturity and the L.L.C. would retain all interest
obl i gati ons.

The deposit’s proceeds (the taxpayer’s portion of the |oan

proceeds) are credited to his deposit account naintained at the

The L.L.C. could also request, at that tine, a change to
the loan terns, such as to anount or maturity.

5The anpunt due woul d equal the present value of the loan’s
princi pal anmount, which ambunts to 15 percent of the | oan
princi pal .
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bank. Once transferred fromthe L.L.C.'s pledged account, the
proceeds no longer collateralize 15 percent of the | oan, which
requi res the taxpayer to pledge to the bank, as collateral, al
of his holdings at the bank, including the deposit account
hol ding his portion of the | oan proceeds.

The taxpayer may, at the bank’s discretion, withdraw his
portion of the | oan proceeds after providing substitute
collateral on at least a dollar-for-dollar basis. At each annual
interest reset date, the L.L.C. may allow t he taxpayer to
pur chase additional portions of the |oan proceeds, up to the ful
princi pal anount of the loan.’

According to M. Hahn, upon converting his portion of the
eur o-denom nated loan into dollars or selling the Governnent
securities in the market, the taxpayer would generate a permanent
tax | oss of approximately 85 percent of the entire | oan anount
(the loan fromthe bank to the L.L.C.). M. Hahn further
expl ained that the taxpayer’s only out-of-pocket expense for the
entire transaction is an investnent banking fee, equal to a
percentage of the entire | oan anount, payable to Chenery to

arrange the transaction.

I'n addition, petitioner believed that upon the loan’'s
maturity, the taxpayer could pay the unpaid principal amunt of
the loan in either dollars or euro.
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Petitioner’'s I nvestigation of the CARDS Transacti on

As discussions with M. Hahn progressed, petitioner becane
interested in the transacti on because he understood that it gave
him (1) The potential to generate a tax loss in the first year
sufficient to elimnate petitioners’ entire 2000 joint tax
liability, (2) access to a |large pool of funds, not usually
available to individuals, for investnent over a 30-year period,
and (3) the ability to |l everage the euro against the dollar after
the first year by drawi ng down a euro-denom nated | oan and
repaying the loan in dollars if the euro was val ued | ower than
the dollar at maturity.

In June 2000, petitioner nmet with M. Maulorico and M.
Gabl e to discuss the transaction and review the CARDS executive
summary, a program overview prepared by M. Hahn. After the
meeting, M. Maulorico “anecdotally” reviewed the transaction’s
econom cs and concluded that, on the basis of past Standard &
Poor conpound annual returns, it would be profitable to finance
long-terminvestnents with the CARDS transaction’s |ine of
credit, promsing petitioner that he could nake “16 percent on
your [petitioner’s] nmoney”. M. Maulorico did not acconpany his
conclusions with a witten analysis. Petitioner did not contact
ot her banks to see whether they offered a simlar credit

arrangenent .
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M. Gable, neanwhile, asked M. Hahn about obtaining a tax
opinion letter regarding the transaction’s Federal incone tax
consequences. M. Gable had felt unconfortable opining on the
transaction’s tax ramfications, specifically whether the
transacti on woul d i ndeed generate a permanent tax | oss, as
assured by M. Hahn, because the transaction invoked provisions
of the Internal Revenue Code with which he was unfam i ar.
Havi ng been asked to prepare petitioners’ 2000 joint Federal tax
return, M. Gable refused to prepare, and take a pernanent | oss
tax position on, the return without a tax opinion |letter
supporting the position.

M. Hahn offered to provide to petitioner a nodel tax
opinion letter fromthe law firmof Brown & Wod LLP (Brown &
Wod). Chenery had retained Brown & Wod to produce a tax
opinion letter when it first devel oped the CARDS transaction, and
the law firm “stood available” to wite tax opinion letters for
future CARDS participants.

M. Gable inforned petitioner of M. Hahn's offer, stating
that a tax opinion letter froma major law firm such as Brown &
Wbod, concluding that the CARDS transaction would nore |ikely
than not withstand an Internal Revenue Service (IRS) exam nation
woul d protect petitioner fromsubstantial tax penalties if the
transaction was ultinmately disregarded for Federal tax purposes.

Petitioner asked to see a nodel tax opinion letter.
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Chenery provided the nodel tax opinion letter shortly
thereafter, and petitioner met wth M. Maulorico and M. Gable
to reviewits conclusions. The letter, which assuned that the
| oan woul d be denominated in euro, stated that the CARDS
transaction “has not been before a court of |aw addressing the
i ssues addressed herein”. It concluded, however, that on the
basis of authority in anal ogous contexts, it is nore likely than
not that: (1) The transaction (the transfer of the euro-
denom nat ed deposit proceeds to the CARDS partici pant
(participant) in exchange for his assunption of the L.L.C s
obligations to the bank) would constitute a sale of the foreign
currency (assets) by the L.L.C. to the participant, (2) the
participant’s tax basis in the assets would equal the principal
anmount of the loan (the anount of the L.L.C.’s liability to the
bank that the participant assunmed) plus the amount of cash and
the fair market value of any other consideration paid, (3) any
gain or |oss recogni zed upon the assets’ disposition would be
characterized as ordinary gain or |oss under section 988, and (4)
the participant would recogni ze no incone upon the L.L.C."s
repaynent of the |loan to the bank.

Despite the fact that the nodel tax opinion |letter was
provi ded by the transaction’s pronoter, M. Gable viewed it as an
“honest opinion of the viability of this transaction” because

Brown & Wod was a reputable and “major law firni. At M.
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Gabl e’ s insistence, petitioner requested that Brown & Wod
provide himwith a formal tax opinion letter. Because he viewed
a second formal tax opinion letter as superfluous, and
considering the substantial cost of obtaining it, M. Gable
advi sed petitioner against obtaining such a letter froma second
tax professional. Petitioner heeded that advice, in part because
of M. Gable’s statenment that Brown & Wod had “expertise in this
area of foreign transactions”.

Petitioner was aware that the transaction’ s tax
ram fications were untested, but he did not seek either a ruling
fromthe I RS on the tax consequences or an opinion regarding the
legality, not nerely the tax consequences, of the transaction.
Instead, he relied on the “credibility” of M. Hahn and Brown &
Whod, as reported to himby M. Gable and M. Maul ori co.

On July 6, 2000, petitioner asked M. Gable, anong ot her
things, to: (1) Determne petitioners’ estimted 2000 tax
l[tability, including the incone fromthe Merck Medco stock
options exercise, (2) prepare a CARDS investnment schedule to
create a loss sufficient to offset petitioners’ 1998, 1999, and
2000 tax liabilities, (3) prepare a schedule of rates of return,
usi ng reasonabl e return assunptions, to offset the program s cost
and any interest charged by the IRS if generated deductions were
di sal l owed, and (4) conplete the program s after-tax cost using

reasonable rates of return if generated deductions were
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di sal | oned because of the transaction’s untested tax
ram fications.

M. Gable’s report, dated August 18, 2000, exam ned the
request ed scenari os using exclusively information provided by M.
Hahn. The report assuned that the CARDS transaction would
termnate, pronpting the loan’s repaynent, on April 30, 2004, a
date outside the period of limtations for exam nation of
petitioners’ 2000 joint Federal incone tax return. In
cal cul ating the earnings generated on tax refunds, M. Gable
assuned that all tax refunds woul d be received by June 30, 2001.

Petitioner’s CARDS Participation

Petitioner sent a letter to Chenery, dated Cctober 5, 2000,
agreeing to pay it an $800, 000 investnent banking fee and
encl osed a $10, 000 downpaynment towards the fee, the bal ance of
whi ch was to be paid upon the loan’s term nation.

Not wi t hst andi ng t he $10, 000 paynment, petitioner remai ned under no
obligation to participate in the CARDS transacti on.

After receiving petitioner’s letter, Chenery arranged the
CARDS facility, identifying Bayerische Hypo- und Verei nsbank AG
(HVB), a German bank, as |ender and Osterley Financial Trading
LLC (Csterley), a newy forned Del aware L.L.C. wholly owned by
two nonresident alien individuals, as the initial borrower.

On Decenber 5, 2000, HVB entered into an agreenent with

Osterley whereby it extended a €12,900,000 | oan to Osterl ey under
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the earlier described terms. Petitioner received a letter from
HvVB, dated Decenber 21, 2000, confirmng his interest in assum ng
joint and several liability for the euro-denom nated |loan to
Osterley. The letter stated that HVB “makes no guarantee or
representati on what soever as to the expected performance or
results of the Transaction (including the |egal, tax, financial

or accounting consequences thereof)” and that petitioner
represents that he has been “independently advised by” his own

| egal counsel and will conply with the Federal internal revenue

| aws.

On Decenber 21, 2000, petitioner executed the docunents to
participate in the transaction. He read the docunents before
signing thembut did not fully understand them Petitioner did
not have an attorney review the docunents before executing them
assum ng nost of the | anguage to be boilerplate and the docunents
merely to formalize his discussions with M. Hahn. Petitioner
considered the transaction legitimate, believing that Brown &
Wod and HVB, a reputable law firmand a maj or bank,
respectively, would not engage in illegitimte transactions.

Nei ther M. Gable nor M. Maulorico reviewed the transaction
docunents. The transaction docunents did not provide a euro-
dol | ar conversion opportunity during the first year, and the

purchase agreenment between petitioner and Osterley stated that
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Brown & Wod acted as U S. counsel to Osterley in the
transacti on.

On Decenber 22, 2000, HVB rel eased as coll ateral under the
| oan €1,577,778 of petitioner’s €1,935,000 portion of the loan’s
proceeds, which petitioner converted to $1,448,400. On Decenber
27, 2000, HVB rel eased the remaining portion, €357,222, which
petitioner converted to $332,216 on Decenber 29, 2000. Although
rel eased, the noney remained in petitioner’s account at HVB

Petitioner received Browmn & Wod’'s formal tax opinion
letter, dated Decenber 31, 2000, and signed by “Brown & Wod
LLP’, which arrived at the sane “nore likely than not”
conclusions as the nodel tax opinion letter. He did not
conpensate Brown & Wod for either tax opinion letter; Chenery
paid the law firmout of the $800,000 fee owed to it by
petitioner. Petitioner did not know how nuch Brown & Wod was
ultimately paid for its services.

M. Gable reviewed the formal tax opinion letter and read
the cited Internal Revenue Code sections but did not
i ndependently consi der whether they, or the cited casel aw,
supported the opinion letter’s conclusions because he did not
doubt that they were correct.

W shing to access the | oan proceeds (which he had converted
fromeuro to dollars), on April 2, 2001, petitioner pledged

substitute collateral, and HVB wired out of his HVB account a
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portion of the previously released | oan proceeds. The val ue of
the collateral soon becane deficient, however, and, upon HVB s
request, petitioner pledged additional substitute collateral to
cover the shortfall.

On Novenber 13, 2001, HVB issued to petitioner a Mandatory
Prepaynment El ection Notice, notifying himthat the bank was
calling in the loan and the entire outstandi ng principal anpunt
of the loan, including any interest accrued, would be due and
payabl e as of Decenber 5, 2001. M. Maulorico asked M. Hahn
whet her anot her bank woul d provide the same credit arrangenent;
al | banks declined. On Decenber 17, 2001, the CARDS transaction
was termnated, with all debts satisfied.

Petitioners’ Joint Federal |Income Tax Returns for 2000, 2001,
2002, and 2003

Petitioners filed a joint Form 1040, U.S. Individual Incone
Tax Return, for tax year 2000. M. Gable prepared the tax return
and reviewed it with petitioners. Form 4797, Sales of Business
Property, attached to the Form 1040, reported the CARDS
transaction generally in the followng terms: On Decenber 5,
2000, petitioners acquired property in a foreign currency

transaction pursuant to section 988 at a cost or other basis of
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$11, 739, 258,8 and they sold it, on Decenber 21, 2000, for
$1, 800, 934, ° generating an ordinary | oss of $9,938,324. M.
Gable relied on M. Hahn to calculate the ambunts reported on
Form 4797

The clained ordinary | oss offset all of petitioners’
reported income for 2000, resulting in $1, 784,462 of negative
adj usted gross incone. Petitioners clained net operating | oss
carryforward deductions related to the CARDS transaction of
$1, 231, 106, $785,986, and $498,860 on their joint 2001, 2002, and
2003 Forns 1040, respectively.

Respondent’s Exam nati on

Respondent exam ned petitioners’ joint Forns 1040 for the
years in issue. He disallowed the $9,938,324 | oss clained on the
2000 tax return on the grounds, anong other, that petitioners
failed to establish the clained $11, 739, 258 basis and that the
transaction | acked econom c substance, “was entered into for the
pri mary purpose of tax avoi dance, and/or was prearranged and
predeterm ned.” Respondent also disallowed the 2001, 2002, and
2003 clainmed net operating |oss carryforward deductions because

of his adjustnents to petitioners’ 2000 return. Finally,

8The reported amount represents the U S. dollar equival ent
of the €12, 900, 000 | oan.

°The reported amount represents the U S. dollar equival ent
of M. Qustashaw s collateralized 15-percent share.
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respondent determ ned an accuracy-rel ated penalty under section
6662(a) for each year in issue.

HVB' s Fr audul ent Behavi or

On February 13, 2006, HVB entered into a deferred
prosecution agreenment with the U S. Governnent in which it
admtted that it participated in several tax shelter
transactions, including CARDS, between 1996 and 2002 and that the
CARDS transactions involved purported 30-year |oans, when al
parties, including the borrowers, knew that the transactions
woul d be unwound in approxinmately 1 year so as to generate false
tax benefits for the participants. HVB acknow edged that the
transactions, therefore, had no purpose other than to generate
tax benefits for the participants. HVB further admtted that it
engaged in activities wth others, including Brown & Wod,
“related to the CARDS tax shelter with the intention of
defrauding the United States.”

Before trial, and in the light of H/B's adm ssions in the
deferred prosecution agreenent, petitioners conceded the
deficiencies in income tax for all years in issue, |eaving only
the applicability of the accuracy-related penalty at issue. At
trial, M. Qustashaw admtted that petitioners did not suffer a
$9, 938, 324 economic | oss associated with the $9, 938,324 tax | oss

claimed on their 2000 For m 1040.
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OPI NI ON

| nposition of the Accuracy-Rel ated Penalty

A. | nt r oducti on

Section 6662(a) inposes an accuracy-related penalty of 20
percent of the portion of an underpaynent of tax attributable to,
anong ot her things, negligence or disregard of rules or
regul ations (w thout distinction, negligence), any substanti al
under st atenent of incone tax, or any substantial valuation
m sstatenment. Sec. 6662(a) and (b)(1)-(3). In the case of a
gross valuation m sstatenent, the penalty is increased from 20
percent to 40 percent. Sec. 6662(h)(1). The accuracy-rel ated
penal ty, however, does not apply to any part of an under paynment
if it is shown that the taxpayer acted wth reasonabl e cause and
in good faith. Sec. 6664(c)(1).

The Comm ssioner bears the burden of production with respect
to penalties. See sec. 7491(c). To neet this burden, he nust
produce evi dence regardi ng the appropriateness of inposing the

penalty. Higbee v. Conm ssioner, 116 T.C 438, 446 (2001);

Raeber v. Conmmi ssioner, T.C Meno. 2011-39. The taxpayer’s

concessions may be taken into account to neet this burden. Oia

V. Conm ssioner, T.C. Menob. 2007-226. Once the Comm ssi oner

carries his burden, the burden of proof remains with the
t axpayer, “including the burden of proving that the penalties are

i nappropriate because of reasonable cause.” Kaufman v.
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Comm ssioner, 136 T.C. __, _ (2011) (slip op. at 47). The

Comm ssi oner, however, bears the burden of proof with respect to
any increased penalty asserted in an anendnent to answer. Rule
142(a).

Respondent determ ned the accuracy-related penalty,
alternatively, upon all three of the above-referenced grounds for
the years in issue. On brief, however, respondent states that he
determ ned an accuracy-related penalty with respect to 2003 only
on the ground of negligence. W construe that as a concession of
ot her grounds for the penalty for 2003. See Rule 151(e)(4) and
(5).

Only one accuracy-rel ated penalty nmay be applied with
respect to any given portion of an underpaynent, even if that
portion is subject to the penalty on nore than one of the grounds
set out in section 6662(b). Sec. 1.6662-2(c), Incone Tax Regs.

B. Valuation M sstatenent Penalty

As stated above, section 6662(a) and (b)(3) inposes a
penalty of 20 percent of the portion of an underpaynent of tax
attributable to a substantial valuation m sstatenent. A
substantial valuation m sstatenent exists if the value, or
adj usted basis, of any property clainmed on a tax return is “200
percent or nore of the ambunt determ ned to be the correct anount
of such valuation or adjusted basis”. Sec. 6662(e)(1)(A). If

the valuation m sstatenent is 400 percent or nore of the correct
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anount, a gross valuation m sstatenent exists and the 20-percent
penalty increases to 40 percent. Sec. 6662(h)(1) and (2)(A)(i).
“The val ue or adjusted basis clainmed on a return of any property
with a correct value or adjusted basis of zero is considered to
be 400 percent or nore of the correct anobunt.” Sec. 1.6662-5(g),
I ncone Tax Regs. No penalty, however, is inposed unless the
portion of the underpaynent attributable to the val uation
m sst at ement exceeds $5,000. Sec. 6662(e)(2).

Respondent argues that petitioners are liable for the 40-
percent gross valuation m sstatenent penalty for taxable year
2000 because petitioners’ clainmed $9, 938,324 |loss resulted from
reporting an $11, 739, 258 basis on their tax return, rather than
the correct basis anobunt of zero. Respondent asserts that the
under paynent resulting fromthe disallowed loss is, therefore,
attributable to an overstatenent of basis of 400 percent or nore
of the correct anobunt. |In addition, he argues that the 40-
percent penalty applies to the carryover of the loss attributable
to the gross valuation msstatenent to 2001 and 2002. See sec.
1.6662-5(c) (1), Incone Tax Regs.

Petitioners argue that the valuation m sstatenent penalty is
i napplicable as a matter of |aw because respondent’s disall owance
of their claimed loss in 2000 was attributable not to an
overval uation but rather to the CARDS transaction’s |ack of

econom ¢ substance and, therefore, its nonexi stence. Petitioners
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assert that, as a result of HVB s fraudul ent conduct, the
transaction, in effect, never occurred. They argue that the
di sal | owance, therefore, could not be attributable to an
overval uation of an asset because the asset never existed. In
support of their argunent, petitioners rely primarily on Keller

v. Comm ssioner, 556 F.3d 1056 (9th Cr. 2009), affg. in part and

revg. in part T.C. Menp. 2006-131, and Klanath Strategic |nv.

Fund, LLC v. United States, 472 F. Supp. 2d 885 (E.D. Tex. 2007),

affd. 568 F.3d 537 (5th Cir. 2009).

We have previously held the valuation m sstatenent penalty
appl i cabl e where a transaction | acks econom ¢ substance and the
under paynent results from di sall owed deductions, credits, or
| osses conputed with overval ued bases. See, e.g., Zirker v.

Commi ssioner, 87 T.C 970 (1986) (finding that section 6659, the

predecessor of section 6662(a), applies where the transaction

| acked econom ¢ substance and t he underpaynent was due to the

di sal | oned deductions and credits caused by a finding of a zero
adj usted basis). Indeed, in deciding cases factually simlar to
the instant case that were appeal able to Courts of Appeal s other
than those for the NNnth and Fifth Crcuits, we have expressly
di stingui shed the reasoning of both Klamath and Gai ner v.

Conmm ssi oner, 893 F.2d 225 (9th Gr. 1990), affg. T.C Meno.

1988- 416, upon which Keller relies. See Palm Canyon X Invs., LLC

v. Comm ssioner, T.C Meno. 2009-288 (finding Giner
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di stingui shabl e because “[i]n Giner, the court disallowed the
claimed tax benefits on grounds independent from any all eged
val uation m sstatenent” whereas in the case before the Court, the
claimed inflated basis in the partnership interest directly
contributed to the decision to disregard the transaction on

econom ¢ substance grounds); LKF X Invs., LLC v. Conm ssioner,

T.C. Meno. 2009-192, affd. in part and revd. in part w thout
publ i shed opi nion 106 AFTR 2d 2010- 5003, 2010-1 USTC par. 50, 488

(D.C. Gr. 2010); Panice v. Conmm ssioner, T.C Meno. 2007-110.

Petitioners offer no reason for us to deviate from our
position, and we are not inclined to do so. Accordingly, we find
the valuation m sstatenent penalty applicable in the instant
case. W note that our holding is consistent with the views of
many of the Courts of Appeals that have addressed this issue.

See, e.g., Zfass v. Conmm ssioner, 118 F. 3d 184 (4th Gr. 1997),

affg. T.C. Meno. 1996-167; llles v. Conm ssioner, 982 F.2d 163

(6th Gr. 1992), affg. T.C. Menp. 1991-449; Gl nman v.
Commi ssioner, 933 F.2d 143 (2d Cr. 1991), affg. T.C. Meno. 1989-

684; Massengill v. Conm ssioner, 876 F.2d 616 (8th Cr. 1989),

affg. T.C. Menp. 1988-427.

Wth respect to the section 6662(h) penalty, respondent
bears the burden of production for 2000 and, because he asserted
t he augnented penalty under section 6662(h) for 2001 and 2002 in

t he amendnent to answer, the burdens of production and proof for
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t he augnented penalty for 2001 and 2002. W find that respondent
has satisfied those burdens. On Form 4797, petitioners reported
a basis of $11,739,258 in an asset that they purportedly |ater
sold, resulting in a clained $9, 938,324 | oss fromthe
transaction. In the notice, respondent determ ned a basis of
zero, which petitioners effectively accepted as accurate in
conceding all of the deficiencies in tax. The basis clainmed on
the return exceeds the correct basis by 400 percent or nore. The
under paynents determ ned for 2000, 2001, and 2002, each exceedi ng
t he $5, 000 requirenent of section 6662(e)(2) and caused by the

di sall owed | oss and rel ated carryover deductions, result directly

fromthis overstatenent. See, e.g., Zirker v. Conm ssioner,

supra.

Accordingly, petitioners are |liable for the 40-percent
accuracy-rel ated penalty under section 6662(h) for tax years
2000, 2001, and 2002 unl ess they neet the section 6664(c)
exception for reasonabl e cause and good faith. Because of
section 1.6662-2(c), Incone Tax Regs., we need not address the
applicability of the penalty upon the grounds of substanti al
under st atenment of inconme tax or negligence for 2000, 2001, and
2002.

C. Neqgl i gence Penalty

Respondent contends that, for 2003, petitioners are |liable

for the 20-percent accuracy-related penalty under section 6662(a)
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and (b) (1) because the 2003 underpaynent resulting fromthe
di sal |l oned net operating | oss carryover deduction was due to
negl i gence.
Negl igence is defined as a “lack of due care or the failure
to do what a reasonable and ordinarily prudent person would do

under the circunstances”. Viralamyv. Conm ssioner, 136 T.C. _ |,

_(2011) (slip op. at 38). Negligence is strongly indicated
where “[a] taxpayer fails to nmake a reasonable attenpt to
ascertain the correctness of a deduction, credit or exclusion on
a return which would seemto a reasonable and prudent person to
be ‘too good to be true’ under the circunstances”. Sec. 1.6662-
3(b)(1)(ii), Incone Tax Regs.

A return position is not negligent, however, if it is
reasonably based on certain enunerated authorities and is not a
merely arguable or colorable claim Sec. 1.6662-3(b)(1), (3),
| nconme Tax Regs. Conclusions reached in opinion letters witten
by tax professionals are not considered authority, although
“authorities underlying such expressions of opinion where
applicable to the facts of a particular case” nmay provide
reasonabl e basis for an itenis tax treatnent. Sec. 1.6662-
4(d)(3)(ii1i), Inconme Tax Regs.

Petitioners conceded that they inproperly clained the net
operating | oss carryover deduction on their joint 2003 Form 1040.

Their concession is sufficient for us to conclude that respondent
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has carried his burden of production. A reasonable and
ordinarily prudent person would have considered as “too good to
be true” a carryover deduction generated froma previously
clai med $9, 938, 324 tax | oss when he did not suffer an associated
econom ¢ | oss and invested only $800,000 in the transaction. As
such, he woul d have conducted a thorough investigation before
clai mng the deduction on his tax return.

Petitioners, however, failed to do so. M. Qustashaw is
col | ege educated, has over 20 years of investnent experience, and
has conpetently prepared petitioners’ joint Federal tax returns
wi t hout the involvenent of a tax professional for nore than 20
years. Despite this experience, he did not attenpt to understand
t he nechanics of the CARDS transaction, executed the transaction
docunents w thout reading themand w thout an attorney’s review,
and, although aware of the transaction s untested tax
ram fications, declined to seek a ruling fromthe IRS. Further,
he did not question the clained carryover | oss anmount even though
he knew that he did not suffer an associated econom c |oss. Such
a “too good to be true” transaction required greater scrutiny.

See, e.g., Viralamyv. Conm ssioner, supra at __ (slip op. at 38-

39).
Petitioners argue that they were not negligent because the
| egal authorities underlying the Brown & Whod tax opinion letter

provi ded a reasonable basis for claimng the 2000 | oss and thus
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provi ded a reasonable basis for claimng, on their 2003 tax
return, the related carryover deduction. See sec. 1.6662-
3(b)(1), Incone Tax Regs. W disagree. The tax opinion letter
addresses the tax consequences of four independent transactions
and presunmes that the CARDS transaction is the amal gamati on of
t hese separate transactions. In reaching its four concl usions,
the opinion letter cites authorities of the type set forth in
section 1.6662-4(d)(3)(iii), Income Tax Regs. See sec. 1.6662-
3(b)(3), Incone Tax Regs. Although, pieceneal, the cited
authorities support each individual conclusion, the authorities
present factual situations that do not adequately describe the
CARDS transaction as a whole. See sec. 1.6662-4(d)(3)(ii),
| nconre Tax Regs. (“The wei ght accorded an authority depends on
its relevance * * * . For exanple, a case or revenue ruling
having sone facts in comon wth the tax treatnment at issue is
not particularly relevant if the authority is materially
di stingui shable on its facts”). W, therefore, cannot concl ude
that petitioners had a reasonabl e basis for claimng the net
operating | oss carryover deduction on their joint 2003 Form 1040.

Petitioners also assert that they were not negligent because
they nade a reasonable attenpt to ascertain the correctness of
the carryover deduction, a deduction that they seemto argue
woul d not seemto a reasonable and prudent person to be “too good

to be true”. They argue that M. Gable did not find the
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transaction’s tax benefits to be unusual and that he provided
themw th exanples of simlar tax-|everaged investnents.
Regardl ess of the accuracy of those statenents, as stated supra
we cannot conclude that petitioners nade a reasonable attenpt to
ascertain the correctness of the 2003 carryover deducti on.
Accordingly, we find that, barring reasonabl e cause and good
faith, petitioners are |iable for the 20-percent accuracy-related
penalty for negligence for tax year 2003.

D. Section 6664(c) Reasonabl e Cause Def ense

A taxpayer may avoid the section 6662(a) penalty by show ng
that he acted with reasonabl e cause and in good faith. Sec.
6664(c)(1). Reasonable cause requires that the taxpayer have
exerci sed ordi nary business care and prudence as to the disputed

item United States v. Boyle, 469 U S. 241, 246 (1985). That

determ nation is made on a case-by-case basis, taking into
account all pertinent facts and circunstances, including the

t axpayer’s know edge and experience. Racine v. Conm SsSioner,

T.C. Meno. 2006-162, affd. 493 F.3d 777 (7th Cr. 2007); sec.
1. 6664-4(b)(1), Incone Tax Regs.

A taxpayer may denonstrate reasonabl e cause through the good
faith reliance on the advice of an independent professional, such
as a tax adviser, |lawer, or accountant, as to the item s tax

treat nent. United States v. Boyle, supra at 251; Canal Corp. &

Subs. v. Comm ssioner, 135 T.C. 199, 218 (2010). To prevail, the
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t axpayer nmust show that he: (1) Selected a conpetent adviser
with sufficient expertise to justify reliance, (2) supplied the
advi ser with necessary and accurate information, and (3) actually

relied in good faith on the adviser’s judgnent. 106 Ltd. v.

Commi ssioner, 136 T.C. 67, 77 (2011) (citing Neonatol ogy

Associates, P.A. v. Comm ssioner, 115 T.C 43, 99 (2000), affd.

299 F.3d 221 (3d Cr. 2002)). Reliance is unreasonable, however,
if the adviser is a pronoter of the transaction or suffers from
“an inherent conflict of interest that the taxpayer knew or

shoul d have known about.” Neonatol ogy Associates, P.A. V.

Conmi ssi oner, supra at 98.

Petitioners assert that M. Qustashaw reasonably, and in
good faith, relied upon the advice of: (1) M. Gable as to Brown
& Wod' s reputation in the legal comunity, the quality of its
tax opinion letter, and the protection that the letter would
provi de agai nst the possible inposition of penalties; (2) M.

Maul orico as to the investnent potential of the CARDS
transaction; and (3) Brown & Whod' s tax opinion letter.

The only tax advice petitioner sought concerning the CARDS
transaction was from Brown & Wod, as neither M. Gable nor M.
Maul ori co opined on the tax issues involved. On brief,
petitioners’ argunents focus on M. CGustashaw s | ack of know edge
of Brown & Whod' s subsequently exposed conflict of interest in

advi sing him
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We find that petitioners’ reliance on Brown & Wod's tax
opinion letter was unreasonabl e because they shoul d have known
about the law firm s inherent conflict of interest. Chenery, the
pronoter of CARDS, both referred Brown & Wod to M. GQustashaw
and supplied himwith the law firm s nodel tax opinion letter,
whi ch described a CARDS transaction that was not unique to M.
Qustashaw s situation. Petitioners proffered no evidence that
M. Qustashaw had an engagenent letter with Browmn & Wod, spoke
to any attorney at the law firm or directly conpensated Brown &
Wod for either tax opinion letter. On the facts presented,
petitioners could not have reasonably believed that Brown & Wod

was an i ndependent adviser. See, e.g., Van Scoten v.

Commi ssioner, 439 F.3d 1243, 1253 (10th Cr. 2006) ("Regardless

of their level of sophistication, it was unreasonable for * * *
[the taxpayers] to rely on tax professionals that they did not
personal ly consult with, explain their unique situation to, or
receive formal advice from”), affg. T.C. Meno. 2004-275.
Petitioners have not carried their burden of proving that
they acted with reasonable cause and in good faith in reporting
the I oss and rel ated net operating | oss carryover deductions on

their joint Forns 1040 for the years in issue.



1. Concl usion

Petitioners are liable for the section 6662(a) penalty as

applied to the underpaynents of tax redeterm ned herein.

Deci sion will be entered

for respondent.




